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Dr. Carole Cheatham, CPA 
Mississippi State University 
Mississippi State, Mississippi
THE IMPACT OF AUDIT FRE­
QUENCY ON THE QUALITY OF 
INTERNAL CONTROL, Studies in 
Accounting Research #11, Russell 
M. Barefield; American Accounting 
Association, 1975; 86 pages, $3.00 
(paper).
This monograph was developed as part of 
an effort to develop a descriptive theory of 
auditee behavior which can be used as the 
foundation for prescribing audit plans. 
The question specifically covered in this 
monograph is “What is the impact of level 
of compliance audit frequency on the 
quality of auditee adherence to prescribed 
internal control procedures?"
The literature was searched for a list of 
variables that affect (1) in the auditor's 
absence the deterioration of auditee com­
pliance with internal control procedures 
and (2) the audit's effectiveness in restor­
ing and maintaining compliance with 
internal control procedures. Literature 
was also surveyed to identify auditor 
characteristics which might influence the 
effectiveness of audits to restore or main­
tain auditee compliance with internal con­
trol procedures.
The process of deterioration of adher­
ence to internal control procedure was 
viewed as an influence process consisting 
of four components: (1) an influence at­
tempt, (2) a compliance or noncompliance 
decision on the part of the auditee, (3) the 
observation of the results and (4) the 
establishment of precedent.
Twenty hypotheses were developed 
that concerned either the deterioration of 
internal control or its restoration through 
audit activity.
A mathematical model of auditee be­
havior was developed by the author. 
Some of the findings from the research 
were eliminated in preparing the model. 
Auditees were assumed to be either in 
compliance or noncompliance with inter­
nal control procedures. Very specific pre­
dictions about mean compliance re­
sponses per budget period and mean time 
to movement to the noncompliance state 
were derived for both the case of perfect 
audit effectiveness and the case of imper­
fect audit effectiveness. One conclusion 
reached was that auditees found to be 
noncompliant by the auditor would 
change back to compliance.
The model in its present form is purely 
descriptive in orientation. However, the 
author feels it could easily serve as the 
foundation for a normative model.
Tests of hypotheses generated by the 
modeling efforts and the laboratory tests 
of hypotheses concerning attitudes were 
subjected to rather weak tests. The author 
feels that other experimental settings may 
be more appropriate in any future exam­
ination of these hypotheses.
Dr. Barefield hopes that this mono­
graph will contribute something to the 
knowledge of accountants. The research 
does point out the increased number of 
questions that accountants should ask 
about the impact of audit activities on the 
auditee.
Carol Lynn Rushing, CPA 
Mississippi University for Women
AN INTRODUCTION TO THE SEC, 
K. Fred Skousen; South-Western 
Publishing Co., Cincinnati, Ohio, 
1976, 122 pages (paper).
The stated purposes of this book are to 
acquaint the reader with the Securities 
and Exchange Commission (SEC) particu­
larly as it relates to the accounting profes­
sion and also to enable the reader to see 
the relationships between investment de­
cisions, capital market regulation and to 
understand the role of the accountant and 
the business executive in relation to both.
To accomplish these purposes, Profes­
sor Skousen first examines the historical 
background, organizational structure and 
legal framework of the SEC. Next the 
author discusses SEC registration and re­
porting. In this section he lists the forms 
necessary for registration and reporting 
and discusses the various types of reviews 
done by the Commission staff. A two- 
page illustration lists all of the events in 
the registration process along with the 
participants, agenda, and a timetable. 
Those who are not familiar with such 
terms as a “red herring" (a preliminary 
prospectus, so called because of the cap­
tion “Preliminary Prospectus" stamped in 
red ink across the front page) or 
“tombstone ad" (the rather austere adver­
tisement which lists where a prospectus 
may be obtained) will find some of the 
discussion on terminology enlightening.
After discussing registration and report­
ing procedures, Professor Skousen selects 
the most common forms used for SEC 
registration and reporting (the S-1, 10-K, 
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10-Q, and proxy statement) and compares 
these forms with annual reports to stock­
holders. Although he gives extensive il­
lustrations, the chapter is not intended to 
be a guide for completing SEC reports. 
The author cites other books that would be 
useful for this purpose.
A final chapter deals with the impact of 
the SEC on the accounting profession and 
the business community. In this chapter, 
the author first discusses how the SEC has 
influenced auditing procedures, legal lia­
bility of accountants, and disclosure re­
quirements. Next Professor Skousen dis­
cusses the impact of the SEC on account­
ing principles and states that "the SEC has 
had a broad influence in the development 
of generally accepted accounting princi­
ples." He compares the SEC with top 
management and the accounting profes­
sion with frontline management and 
points out that when top management 
dislikes a decision that has been made, the 
decision is changed.
This book is directed toward accounting 
students in intermediate, auditing, and 
theory classes. However, the book would 
be excellent for anyone seeking a broad 
overview of the SEC and its functions. The 
material is well-written and organized 
which increases its usefulness. Some 
might feel the material is too much di­
rected toward the accounting profession 
rather than the general business commu­
nity, but this can scarcely be counted a 
criticism in view of its purpose. For the 
accountant, of course, this orientation is 
helpful. The book is basically factual, but 
the tone in the last chapter appears to 
change and to contain a plea for private 
promulgation of accounting principles 




John Plender, BUSINESS ADMIN­
ISTRATION, December-January, 
1975.
The problem of inflation is now 
worldwide. This article describes how in­
flation is affecting England. Inflation is 
approximately 20 per cent in England, and 
British business cannot afford to ignore it. 
Survival, rather than making a fortune, is 
the main concern of British business.
The author points out that, if the pur­
chasing power of the Pound is falling at 20 
per cent per annum, an item sold in 1974 
has more value in real terms than the sale 
of the same item at the same price in 1975. 
This important difference is not reflected 
in the usual British historic-cost account­
ing.
Current purchasing power (CPP) is the 
method of monetary correction recom­
mended by the Accounting Standards 
Steering Committee as the most appro­
priate method of monetary correction in 
England. This method takes the orthodox 
historic-cost profit and loss account and 
the balance sheet and translates them into 
Pounds of uniform purchasing power 
through the medium of a general price 
index called the consumer price index. 
CPP writes down assets to whichever is 
the lower of inflation-adjusted cost or 
market value.
There are some problems with the cur­
rent purchasing power method. The ap­
preciation of stock and the degree of 
depreciation may be misjudged. Many 
large firms, especially the international 
ones, are using CPP; but the smaller firms 
are not using it extensively. Also there is 
no single accepted form of CPP.
The author feels that CPP is the best 
method to compensate for inflation in 
British accounting but it is the ability of a 
company to generate enough cash, rather 
than any sophisticated accounting 
method, that will see a business through a 
period of inflation. Therefore, the author 
feels that budgeting and cash forecasting 





"INFLATION ACCOUNTING — 
NOW! REALISM IN FINANCIAL 
STATEMENTS," G. H. Cowper­
thwaite, CANADIAN BUSINESS 
REVIEW, Vol. 2, No. 1, Winter, 1975.
This article is based on Cowperthwaite's 
remarks at the conference on the impact of 
inflation on business held in Montreal in 
November of 1974. Cowperthwaite's arti­
cle has a two-fold purpose. First, it is to 
show from the accountant's point of view 
what inflation has done and, second to 
explain why companies must develop 
supplementary data consisting of current 
purchasing power information. In prepar­
ing for the article Cowperthwaite stated he 
reviewed a mammoth amount of pertinent 
material dating back twenty years and felt 
as if he was reviewing the work of a group 
of medieval theologians disputing how 
many angels could fit on a pinhead.
The author stated that an accountant's 
role is to measure the activities of a busi­
ness that can be described in quantitative 
terms and to interpret the measurements 
for those who need them. Therefore, to 
ignore that the unit of measurement is 
shifting results in faulty interpretations, 
misleading measurements, and possible 
wrong decisions by management, inves­
tors, and others concerned.
The question can be asked, what is 
being done? The Accounting Standards 
Steering Committee of the Institute of 
Charted Accountants of England and 
Wales has issued Statement of Standard 
Accounting Practice Number 7, which rec­
ommends all listed companies after 
January 1, 1975 include supplementary 
statements in current purchasing power 
within their annual reports. In addition to 
this, the International Accounting 
Standards Committee, a subcommittee of 
the International Committee for Coordi­
nation of the Accounting Profession has 
formed an Inflation Study Group which 
will propose a draft on the subject. This 
draft will be of great importance because it 
will help standardize methods used by its 
forty member countries.
Cutting through the jargon, there are 
essentially two methods of accounting for 
inflation. The first is general price-level 
adjustment of financial statements which 
is the restatement of historic costs of 
assets, liabilities, and equities by a price 
index, measuring fluctuations in the ex­
change value of a dollar. The second 
method is current value accounting which 
employs practices such as valuation based 
on reproduction cost, selling price, re­
placement cost or net discounted future 
receipts.
In order for the above methods to be 
implemented there first has to be educa­
tion of the business community which 
uses statements and clarity in the pre­
sentation of price-level restated state­
ments. Secondly, the author stated the 
profession will have to sacrifice some 
exactness for the principle involved and 
recognize the importance of applying 
these concepts quickly.
In conclusion, Cowperthwaite feels 
that, like others, accountants must change 
to meet new conditions. In essence, it is 
the accountant's task to properly record 
and interpret the activities of a business 
through the course of its life.
Ronald K. Michael 
Graduate Student 
Mississippi State University
"THE CASE OF THE CONTRARY 
CURVE," FORBES, Vol. 117, No. 4, 
February 15, 1976.
Property and casualty insurance com­
panies have raised premiums substan­
tially in the last year, with additional 
increases expected in 1976. The justifica­
tion for these increases comes from the 
fact that these companies lost $2.6 billion 
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on underwriting in 1974 and $4.2 billion in 
1975. In addition, most property and 
casualty insurers reported huge un­
realized losses on their stock portfolios for 
1973 and 1974.
The question raised by this article is: "If 
property and casualty insurance is such a 
disaster area, how come the stocks are 
rising?" Property and casualty stock have 
risen 74% since 1974.
The unidentified author lists three rea­
sons for the decline in property and casu­
alty company earnings in the last few 
years. First of all, rate increases, when 
they can be secured, have lagged behind 
the rate of inflation. This is primarily a 
problem in auto insurance, because the 
prices of crash parts have gone up more 
than twice as fast as overall consumer 
prices over the last three years. Hospital 
costs and home repair costs have also risen 
sharply.
The second reason given for lower earn­
ings was the poor showing of the stock 
market in the past few years. Property and 
casualty insurers invest heavily in equities 
as a hedge against price level changes.
The third reason is that companies with 
good risk selection are hurt by no-fault 
insurance. Under no-fault, a company 
must settle with its client regardless of 
who is at fault.
Now, massive rate increases have cor­
rected these problems. Insurance analysts 
believe these increases will lead to earn­
ings improvement this year or next, pro­
vided the rate of inflation slows down. 
This is why prices of insurance stocks have 
gone up so fast.
The critical factor that will determine 
future insurance rates and company earn­
ings has to be the inflation rate. If it 
continues to slow down, companies will 
be able to break even on underwriting this 
year. If all the "ifs" work out, this highly 
leveraged industry could do very well this 
year and next.
Though it is not mentioned, the article's 
title refers to index curves showing the 
steep rise in crash parts, repair costs, and 
the consumer price index. Another omis­
sion by the author is that he or she failed to 
point out that the unrealized losses in the 
stock market by insurance companies 
were reversed last year and could proba­
bly be recovered as unrealized gains.
Whoever wrote the article could have 
made the examples more meaningful by 
using industry total figures rather than 
figures for specific companies.
If you have not been sure why your 
insurance rates went up last year, this 





ING: NATURE AND PROSPECTS," 
Thomas W. McRae, THE AC­
COUNTING FORUM, Vol. 42, No. 2, 
December 1975.
Human resource accounting has been de­
fined as the process of identifying and 
measuring data about human resources 
and communicating the results to in­
terested parties. It involves measuring the 
cost or value of an organization's human 
resources — its people. Human resource 
accounting provides a quantitative basis 
for decision-making on the part of both 
investors and management, enabling 
management to make acquisition, de­
velopment, allocation, compensation, and 
replacement decisions on the basis of 
cost-benefit analysis.
There are several methods of measuring 
the cost and value of human resources. 
These are:
1. Original (historical) cost. The original 
cost of human resources is composed of 
the expenditures that an organization in­
vests in human resources. The elements of 
original cost include the costs of recruit­
ment, selection, hiring, placement, pro­
motion, orientation, formal and on-the- 
job training, trainer's time, and produc­
tivity lost during training.
2. Replacement cost. This method is a dual 
concept comprising the notion of posi­
tional replacement cost and personal re­
placement cost. Positional replacement 
cost represents the sacrifice that an or­
ganization would have to make to replace 
an employee with a substitute capable of 
rendering equivalent services in a given 
situation. Personal replacement cost rep­
resents the sacrifice that an organization 
would have to make to replace an em­
ployee with a substitute capable of provid­
ing a set of services equivalent to that of 
the employee being replaced.
3. Opportunity cost. Opportunity cost 
represents the excess of the present value 
of the earnings that an individual could 
command in alternative employment over 
the present value of the individual's earn­
ings in the individual's present employ­
ment. The process of competitive bidding 
provides managerial assessments of op­
portunity costs.
4. Human resource value theory. This 
theory explains the nature and determina­
tion of value by identifying the relevant 
variables. These variables are intended to 
be useful in developing nonmonetary and 
monetary measures that can serve as a 
value-based ideal for the management of 
human resources. Associated with this 
theory is a model for determining the 
value of individuals as well as a model for 
determining the value of groups.
5. Behavioral science approach. This ap­
proach is designed to measure human 
resource variables that significantly affect 
organization performance over time and 
to produce information designed to im­
prove organization effectiveness. The ap­
proach stresses behavioral factors, such as 
managerial behavior, motivation, and 
final performance, and is not directly con­
cerned with monetary measures of value 
or cost.
Reporting investments in human re­
sources in conventional financial state­
ments must await the development of a 
general consensus on a basis of reporting 
human resources, a wider acceptance of 
human resource accounting, and a sub­
stantial advancement in the state of the 
art. With these advancements, human 
resource accounting will probably become 
more widely used as a management tool, 
but the current prospects for widespread 
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